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Brazil | The risk of further monetary tightening raises as
the fiscal situation worsens

Enestor Dos Santos

The COPOM suggested that it will increase interest rates if the fiscal situation deteriorates further, which is
more likely now after the launching of the impeachment process of President Rousseff. Anyway, our base

scenario is for a stable Selic ahead, which was supported by the COPOM's forecast of inflation around the
target in 2017, the monetary policy relevant horizon.

More hawkish monetary policy minutes

As expected following last week's monetary policy decision, the COPOM employed a more hawkish tone in
the monetary policy minutes released today. According to the monetary authority "uncertainties surrounding
the balance of risks remain, mainly on the speed and composition of the process of recovery of fiscal
results". For that reason, as well as for the concerns about the lengthier and sharper process of realignment
of administered prices, two members of the Committee voted for an immediate adjustment of the Selic rate
last week. The COPOM also highlighted the risks related to "high nominal wage increases", a likely
consequence of the conjunction of high inflation and relevant indexation mechanisms (such as the rule that
fixes the minimum wage). The COPOM highlighted its commitment to the targets and was more precise than
before about its goals going forward: "the Committee shall take the necessary measures to ensure the
fulfillment of the inflation targets, i.e. bring inflation as close as possible to 4.5% in 2016, and within the limits
established by the CMN [the National Monetary Council], and make it to converge to the 4.5% target in
2017". Finally, the minutes showed that monetary authority's inflation forecasts for 2015 and 2016 were
revised upward while the forecast for inflation in 2017, the most relevant horizon for monetary policy, is
around the 4.5% target in the baseline scenario (and above this level in the alternative, market scenario).

We maintain our forecast of an unchanged Selic ahead

From now until its next meeting in January 19, the COPOM will monitor the evolution of the macroeconomic
scenario, in particular of the impact of the fiscal situation on inflation forecasts. We are skeptical about the
evolution of the fiscal adjustment, mainly after the President of the Congress Eduardo Cunha decided to
launch the impeachment process of President Dilma Rousseff (even though the government seems to have
enough votes to avoid the impeachment, the discussion on the issue should add to the already abnormally
high political tensions and make any evolution on the fiscal side more difficult).

However, in spite of the fiscal risk, we expect the BCB to continue to see 2016 inflation within the 2.5%-6.5%
target and 2017 inflation close enough to 4.5% and, therefore, to leave the Selic rate unchanged in the
coming months.
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This document has been prepared by BBVA Research Department, it is provided for information purposes only and expresses data,
opinions or estimations regarding the date of issue of the report, prepared by BBVA or obtained from or based on sources we consider
to be reliable, and have not been independently verified by BBVA. Therefore, BBVA offers no warranty, either express or implicit,
regarding its accuracy, integrity or correctness.

Estimations this document may contain have been undertaken according to generally accepted methodologies and should be
considered as forecasts or projections. Results obtained in the past, either positive or negative, are no guarantee of future performance.
This document and its contents are subject to changes without prior notice depending on variables such as the economic context or
market fluctuations. BBVA is not responsible for updating these contents or for giving notice of such changes.

BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents.

This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any interest in
financial assets or instruments. Neither shall this document nor its contents form the basis of any contract, commitment or decision of
any kind.

In regard to investment in financial assets related to economic variables this document may cover, readers should be aware that under
no circumstances should they base their investment decisions in the information contained in this document. Those persons or entities
offering investment products to these potential investors are legally required to provide the information needed for them to take an
appropriate investment decision.

The content of this document is protected by intellectual property laws. It is forbidden its reproduction, transformation, distribution,
public communication, making available, extraction, reuse, forwarding or use of any nature by any means or process, except in cases
where it is legally permitted or expressly authorized by BBVA.
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